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Section A – Multiple Choice                                                        
 [15] 
Complete Section A on the answer sheet on the last page (p. 18) of the assessment paper. 
1. What does open market operations in the foreign exchange market involve when reserves in 
RSA are sterilized by the SARB? 
i. A decrease in reserve currencies held by banks by selling RSA bonds. 
ii. An increase in rand supply through printing of physical notes and coins. 
iii. An increase in ZAR supply through a reduction in foreign reserves. 
iv. The buying and selling of ZAR by the SARB in exchange for foreign buying bonds. 
 
2. A decrease in the supply of pound in the Britain will result in: 
i. Capital inflows to the RSA 
ii. An appreciation in the ZAR/pound exchange rate 
iii. A decrease in the demand for pound denominated bonds 
iv. A depreciation in the ZAR/pound exchange rate 
 
3. If there is an increase in the demand for ZAR, what will happen according to the expected 
return on foreign bonds to the AA/DD model? 
i. The expected foreign return on bonds will increase. 
ii. The expected prices on foreign bonds will increase and return will as result decrease. 
iii. The ZAR will appreciate in and the expected return on foreign bonds will increase. 
iv. Will have no impact on the expected return on foreign bonds. 
 
4. A country with high unemployment like in South Africa will prefer a(n): 
i. The SARB to increase the repo rate 
ii. Depreciation in the ZAR/dollar exchange rate 
iii. Decrease in the expected return on ZAR bonds 
iv. Overvalued ZAR 
 
5. A government in a country with high unemployment as in South Africa: 
i. Will use permanent expansionary fiscal policy to counter employment 
ii. Will use temporary fiscal policy to counter unemployment 
iii. Will use permanent monetary policy to counter unemployment 
iv. Will use socio-economic policy to counter employment 
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6. A mispriced lilangeni (parallel currency of Swaziland) in an uncertain environment will be to 
the benefit of Swaziland if it is: 
i. Relatively undervalued  
ii. Relatively overvalued 
iii. Relatively scarce 
iv. Relatively abundant 
 
7. If the R/pound spot exchange rate changes from R25.50/pound to R25.25/$, which of the 
following statements would be correct?   
i. The rand has appreciated   
ii. The exchange rate is expressed according to the direct quotation   
iii. South Africans will need more rand to pay off their foreign debt  
iv. Not one of the above statements is correct 
 
8. What is the rate of return on a painting in Britain in ZAR whose price rises from 420,000 ZAR 
to 30000 British pond if exchange rate changes from R20/$1 to R20.1/$1 in the same year? 
i. 43.6% 
ii. 3.2 % 
iii. 25.5 % 
iv. None of the above. 
 
9. A SA investor is  expected to profit from a deposit in the foreign exchange market if: 
i. The ZAR is undervalued 
ii. The ZAR is correctly valued (on par) 
iii. The ZAR is overvalued 
iv. Not one of the above possibilities 
 
10.  An investor in an uncertain environment prefers to invest in Germany (ceteris paribus) 
rather than in Greece because: 
i. The euro overvalues the economic reality in Greece 
ii. The rand undervalues the economic reality in the Greece 
iii. The rand undervalues the economic reality in Germany 
iv. The above statement is not true 
 
11. In long run equilibrium (in the AA/DD model): 
i. The external value of a currency of a country reflects the true value of the real economy  
ii. Arbitrage between money assets and real assets in the economy takes place 
iii. Interest Parity and Purchasing Power Parity exist at the same time  
iv. Both i and iii 
 
12.  If the ZAR became overvalued in the foreign exchange market this may be the result of:  
i. An unexpected increase in fiscal spending to counter unemployment 
ii. An unexpected increase in the liquidity requirements by the SARB 
iii. An unexpected outflow of capital from the RSA 
iv. None of the above 
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13. An unexpected increase in fiscal spending by the Greece government to counter restrictive 
monetary policy of ECB in Greece will result according the AA/DD model in:  
i. The current Euro to overvalue the long run real economy of Greece 
ii. The current Euro to undervalue the long run real economy of Greece 
iii. Increased investment in Greece 
iv. Both i and iii 
 
14. The quantity of ZAR supplied on the foreign exchange market is determined by: 
i. The export of real goods and buying of foreign bonds  
ii. The import of goods and buying of domestic bonds 
iii. The reserves available to banks to exchange for ZAR 
iv. i, ii and iii are correct 
 
15.  A permanent increase in the deficit on the RSA budget will cause: 
i. An appreciation of the external value of the ZAR 
ii. A depreciation of the external value of the ZAR  
iii. An increase in the balance of the current account 
iv. None of the above 
 
Section B 
Question B1        [maximum 15]  
 
 
The short run spot price of asset G1 is assumed to be lower than the long run spot price (mature in 2 
years) of asset G2. In terms of the term structure of interest rate what is: 
 
The expectation on the future 
short run spot rate would be 
under the expectation theory   
Name and explain: 
 
 
 
 
 
(3) 
The expectation on the future 
short run spot rate would be 
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under the market 
segmentation theory 
Name and explain: 
 
 
 
 
 
(3) 
The expectation on the future 
short run spot rate would be 
under the preferred habitat 
theory 
Name and explain: 
 
 
 
 
 
(3) 
The price of the short run 
asset is expected to be under 
the expectation theory   
Name and explain: 
 
 
 
 
 
(3) 
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The expectation on the future 
short run spot exchange rate 
would be under the 
expectation theory 
Name and explain: 
 
 
 
 
 
 
The expectation on the future 
short run spot exchange rate 
would be under the preferred 
habitat theory 
Name and explain: 
 
 
 
 
 
(3) 
 
 
 
 
 
 
Question B2                                [maximum 10] 
Explain in short, the meaning of the following concepts: 
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Expected long run 
exchange rate  
equilibrium  
 
Explanation  
 
(2) 
 
Undervalued 
currency 
 
Explanation 
 
(2) 
 
Expected rate of 
real return on a  
bond 
 
Explanation 
 
(2) 
 
Term structure of 
interest rate 
 
Explanation 
 
(2) 
 
Uncertainty 
 
Explanation 
 
(2) 
 
Risk 
 
Explanation 
 
(2) 
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Question B3                      [15] 
The graph below shows equilibrium in the foreign exchange market if interest rate parity and 
purchasing parity holds.  Assume an equilibrium exchange rate of R14=1 US$ and an expected return 
on ZAR deposits of 10%.   
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Make use diagram to identify and explain the impact of the following on the ZAR/1 US$ spot 
exchange rate:  
 
An increase (shift) in the  
demand for money  
The impact and the reason for such an impact: 
 
 
 
 
 
(3) 
An increase in the selling of 
bonds by the SARB 
The impact and the reason for such an impact: 
 
 
 
 
 
(3) 
 
An increase (shift) in the 
expected return on foreign 
deposits   
The impact and the reason for such an impact: 
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(3) 
An increase in the expected 
long run equilibrium exchange 
rate 
The impact and the reason for such an impact: 
 
 
 
 
 
(3) 
 
An increase (shift) in the  
demand for money deposits 
in the USA 
The impact and the reason for such an impact: 
 
 
 
 
 
(3) 
 
An increase in the buying back 
of bonds by the Federal 
Reserve 
The impact and the reason for such an impact: 
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(3) 
 
Question B 4                                                                                                                                   [maximum 25] 
Draw an AA-DD-XX diagram below and label all axes and curves which should show equilibrium in 
the foreign exchange market.  Assume an expected long run exchange rate equilibrium of  R14 = 1 
euro. (6)  
 
(i) AA-DD-XX diagram 
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ii) By making use of the diagram above explain the short run impact of: 
An increase in tax on the (i) 
short run exchange rate and 
(ii) unemployment 
The impact and the reason for such an impact: 
 
 
 
 
 
(4) 
An increase in tax on the (i) 
long run exchange  rate and 
(ii) unemployment 
The impact and the reason for such an impact: 
 
 
 
 
 
(4) 
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An increase in the buying of 
bonds by the SARB on the (i) 
long run exchange rate and (ii) 
unemployment 
The impact and the reason for such an impact: 
 
 
 
 
 
(4) 
An increase in political and 
social unrest on the (i) short 
run exchange rate and (ii) 
unemployment 
The impact and the reason for such an impact: 
 
 
 
 
 
(4) 
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An ongoing increase in 
political and social unrest on 
the (i) expected long run 
exchange rate and (ii) 
production 
The impact and the reason for such an impact: 
 
 
 
 
 
(4) 
Question B5                                                                                                                                  [20]  
Study the graph and answer the questions that follows:                                                              
                  
 
 
 
 
 
 
 
 
 
 
 
A B C D 
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Name the different vertical regions represented in the Graph above and the interest elasticity of the 
demand for money in these regions: (8) 
 
 
 
Region 
 
 
 
Name 
 
 
Nature of interest elasticity 
A   
B   
C   
D   
 
 
Complete the Table below by answering question i and ii (12) 
 i. Name 2 factors (variables) in each region which will shift the demand for money in the Graph 
above. (4) 
 
ii. Explain in short, how and why these variables will shift the demand for money in the respective 
regions. (8)  
 
 
Region 
 
 
 
i) Name 
 
 
ii) How and why? 
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A  
 
 
 
 
D  
 
 
 
 
 
 
 
 
 
THE END 
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Section A - Answer Sheet  
 (Remember to write your student number on the bottom of this sheet as well) 
Indicate the correct answer by a cross which fills the full space of the block. 
 
 
Question/Alternative  
i ii iii iv 
1     
2     
3     
4     
5     
6     
7     
8     
9     
10     
11     
12     
13     
14     
15     
 
